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Mr. Chairman and Members of the Subcommittee, I am here today to report on the work 
performed by the Office of Inspector General (OIG) relating to procurement of pharmaceuticals 
and medical/surgical items, our recommendations to improve the effectiveness of the Department 
of Veterans Affairs procurement program, and our views regarding H.R. 3645 – the Veterans’ 
Health-Care Items Procurement Reform and Improvement Act of 2002.  Ms. Maureen Regan, 
Counselor to the Inspector General accompanies me. 
 
In Fiscal Year (FY) 93, the OIG entered into a Memorandum of Understanding (MOU) with the 
VA’s Office of Acquisition and Materiel Management (OA&MM) to conduct pre and post-
award reviews of Federal Supply Schedule (FSS) contracts awarded by the National Acquisition 
Center (NAC).  These reviews have provided the OIG and VA contracting officials with in-depth 
insight into vendor’s commercial sales and marketing practices as well as a broad understanding 
of commercial buying practices.  Pre-award reviews provide contracting officers with 
information needed to strengthen the Government’s pricing position during negotiations and 
post-award reviews identify overcharges for recovery by the Government. 
 
FSS contracts are awarded non-competitively to multiple vendors for like or similar commercial 
off-the-shelf products.  The Government’s negotiation strategy is to obtain most favored 
customer (MFC) pricing.  Contract pricing is based on disclosures by vendors identifying the 
lowest prices and other concessions realized by commercial customers, i.e. the MFC.  As the 
largest healthcare system in the United States, the Government should be able to use its 
aggregate buying power to compete with most commercial customers and achieve MFC pricing, 
or better.   
 
Historically, vendors have implemented a variety of marketing strategies to avoid giving the 
Government MFC pricing.  One of the leading arguments is that the commercial customers are 
not comparable to the Government because of contract terms and conditions not found in the 



FSS contract.  For example, vendors often argue that the commercial customers who receive 
better pricing have contracts with “volume” or “sole source” commitments.  In most cases, VA is 
able to obtain the more favorable pricing by showing that even without a volume or sole source 
commitment, the Government buys in comparable or larger volumes than these commercial 
customers and, therefore, is entitled to comparable prices.  In short, the Government’s combined 
purchasing power is usually sufficient to overcome the various non-comparability arguments. 
 
FSS is No Longer a Mandatory Source of Supply 
 
The effectiveness and integrity of the FSS program has deteriorated because FSS is no longer a 
mandatory procurement source.  As a result, vendors have cancelled existing contracts, decided 
not to submit proposals, removed high-dollar sales items from the contract, or refused to offer 
MFC pricing.  When the latter occurs, NAC contracting officials are left in the difficult position 
of either: 

• Not awarding the contract or not awarding specific line items, thus allowing the vendor to 
sell open-market to Government customers at higher prices than those offered under the 
solicitation. 

• Accepting the prices offered with the knowledge that the Government is not being 
offered fair and reasonable prices. 

 
A vendor’s ability to sell open market in significant volumes effectively eliminates the 
Government’s ability to leverage prices using its aggregate buying power. 
 
Vendors have cited a number of reasons for not submitting a proposal for an FSS contract, not 
putting items on contract, pulling items off existing contracts, and/or not offering MFC pricing to 
the Government.  The reasons cited include the following: 
 

• It is not cost-effective to submit a proposal and offer MFC prices on an FSS contract, and 
then be required to re-negotiate prices with individual VA medical facilities that seek 
separate agreements with even lower prices. 

 
• Vendors without contracts know that they can sell at any price to medical facilities that 

simply place orders and make no attempt to negotiate prices with the vendor.  With 
simplified acquisition procedures, micro-threshold purchases, and the extensive use of 
purchase cards, open-market purchases have become widespread.  OIG has identified 
numerous instances where purchase card holders violate purchasing thresholds, split 
purchases to circumvent thresholds, and violate procurement warrants, while engaged in 
these practices. 

 
• The increase in unrestricted, unmonitored open market buying allows vendors to sell 

items that are manufactured in non-designated countries and cannot be included on FSS 
contracts because of the provisions of the Trade Agreements Act. 

 
• Vendors can sell their products through distributors holding FSS contracts and thus avoid 

offering the Government MFC prices and shield themselves from pre- and post-award 
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reviews of their pricing practices, and avoid compliance with price reduction, economic 
price adjustment, and other FSS requirements. 

 
Local Contracting Practices Make FSS Undesirable to Vendors 
 
In the past few years, individual medical facilities and Veterans Integrated Systems Networks 
(VISNs) began to negotiate separate contracts or purchasing agreements with vendors of 
commercial item medical/surgical supplies and equipment.  VA procurement officials told us 
their goal was to obtain better pricing than FSS pricing and thus claim a cost savings.  Some 
contractors have cited this practice as the reason for not seeking an FSS contract or not offering 
MFC on the FSS contract.  Local contracting penalizes VA and Other Government Agencies 
(OGAs) because VA is no longer buying as an entire system of medical facilities.  In these 
instances, local procurement efforts compromise national objectives and add unnecessary 
administrative and overhead costs. 

 
As an example, one supplier of wheelchairs, canes, walkers and other related medical supplies 
advised OIG personnel that it would not seek an FSS contract for one of its product lines because 
it no longer knew who the customer was, i.e., the NAC, the VISNs or the individual medical 
centers.  It was the contractor’s position that it should not have to negotiate multiple contracts 
with the Government if it had an FSS contract. 

 
In another matter, a large surgical supply vendor submitted a proposal offering its products at a 
15 percent discount off list price.  Based on past purchases by Government facilities, the 
anticipated FSS contract was valued at $85 million over a 5-year period.  A pre-award review by 
the OIG revealed that the vendor’s most favored customers were getting significantly larger 
discounts of up to 42 percent off list price.  If the Government received comparable MFC 
pricing, the identified cost savings would be $8.4 million.  Because the review did not identify 
any significant differences in the buying practices of comparable customers receiving MFC 
pricing, the OIG recommended that the contracting officer seek discounts comparable to the 
vendor’s MFC.  In response to the pre-award review, the vendor refused to offer MFC pricing 
and stated that: “The VA does not operate as a proprietary hospital chain.  The VA Central 
Office does not enforce/control what individual VA Medical Centers purchase.  The Federal 
Supply Schedule is not a mandatory source of supply.”  During contract negotiations, the vendor 
made it clear that it was willing to offer small percentage discounts on the FSS and enter into 
separate agreements with individual medical centers that “committed” to buying the products.  It 
was determined that this was not cost-effective for the Government because the Department 
would incur additional administrative costs to negotiate separate agreements with individual 
facilities.  More importantly, overall the Government would pay more for the product because 
most facilities would not enter into separate agreements; therefore, the vendor would realize a 
greater profit margin due to the larger volume of FSS sales.  Increased profit margins from 
Government sales help vendors finance deep discounts to lower volume commercial customers. 

 
The advantage of using the FSS is the cost savings to both the vendor and VA.  Cost savings are 
achieved by both parties with the preparation of one solicitation, one offer, and one set of 
negotiations.  It is not cost-effective for each medical center or VISN to subsequently compel 
vendors to re-negotiate prices for the opportunity to sell their products locally.  Local 
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procurement officials have boasted of the cost savings they have achieved by entering into 
separate agreements with FSS vendors at prices that were some percentage less than the FSS 
price.  While these contracts may appear to be cost-effective for the local facility, they are not 
cost-effective for the VA or the Government as a whole.  As with the large surgical supply 
company discussed above, when a vendor knows it will be required to enter into separate local 
contracts with Government facilities, it will not offer MFC on the FSS.  Therefore, any savings 
that are achieved at the local level are most likely eliminated by the higher prices being paid on 
the larger volume of sales under the FSS.  It is also questionable whether local contracts actually 
achieve a cost savings.  The anticipated cost savings are usually calculated by taking the 
difference between the FSS price and the local contract price.  Costs to the local facility, such as 
contract award and administration costs are not factored into the reported savings.  These 
administrative costs mitigate any expected savings.  

 
In comparing FSS and other contracts awarded by VA, we have identified important benefits and 
protections that FSS contracts provide the Government purchaser that are not found in other 
Government contracts.  These include:   

 
• FSS vendors are required to disclose specific information relating to the discounts and 

concessions given to their commercial customers.  These disclosures place the 
contracting officer in the best position to determine price reasonableness and ensure the 
Government negotiates best prices.  Such disclosures are not required on other 
Government contracts. 
 

• FSS contracts contain clauses not found in other Government contracts, including 
national contracts awarded by VA, that protect the Government’s interest over the term of 
the contract.  The price reduction clause requires the vendor to offer price reductions it 
offers to an agreed upon comparable commercial customer or category of customer.  This 
clause ensures that the Government maintains commercially favorable pricing throughout 
the term of the contract.  Price reduction clauses are found in most commercial contracts.  
FSS contracts also contain clauses that allow the Government to review the vendor’s 
records before and after a contract is awarded.  Additionally, the vendor is accountable to 
reimburse the Government for overcharges incurred as the result of the vendor’s failure 
to provide accurate, complete or current sales and marketing data during contract 
negotiations or failure to comply with the terms and conditions of the price reduction 
clause. 

 
Since 1993, the OIG, in conjunction with the Office of Acquisition and Materiel 
Management (OA&MM), has collected in excess of $161 million for overcharges relating to 
defective pricing and price reduction violations.  Most of the money collected was returned 
to VA’s Supply Fund.  In addition, since 1994, pre-award reviews of manufacturers’ offers 
have identified potential contract savings of over  $373 million.  Accordingly, pre and post-
award reviews are cost–effective tools that are critical to negotiate the best possible contract 
terms and ensure government interests are protected during the term of the contract.  Due to 
resource limitations, we are currently only able to conduct pre-award reviews on 
Medical/surgical contracts greater than $3 million, pharmaceutical contracts greater than $5 
million, and post-award reviews on overcharges that manufacturers voluntarily disclose. 
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• FSS contracts provide VA facilities with a wide choice in pharmaceuticals, medical/surgical 

supplies, and equipment to better meet the needs of the veteran patient.  Having the items on 
contract enables healthcare providers to purchase what they need, when they need it and in 
small or large quantities at a negotiated price.  When contracts are not in place, procurement 
of items may be delayed while prices are negotiated or facilities will pay higher prices by 
purchasing on the open market. 

 
• FSS contracts are also beneficial to vendors.  This method of contracting allows multiple 

vendors the opportunity to sell their products to Government users.  In many cases, the 
system allows smaller vendors the opportunity to do business with the Government, which 
might otherwise not be available if the vendor is always in competition with larger suppliers. 

 
The FSS is not unlike commercial buying practices in the healthcare industry.  We have 
identified both a local and a state government that have contracting programs for their covered 
facilities that mirror FSS.  Private medical providers have recognized that MFC pricing is rarely, 
if ever, offered to individual hospitals, medical facilities, or physicians and that it is more cost 
efficient, both in price negotiation and administrative cost savings, to negotiate one contract that 
covers a number of entities than for each entity to contract individually.  Most vendors offer their 
best discounts and concessions to entities such as buying groups that represent member facilities 
and other providers.  As with the FSS system, these buying groups rely on the aggregate buying 
power of the individual members to negotiate more favorable pricing.  In our pre- and post-
award reviews, we have not identified a single hospital or provider as MFC. 
 
No Incentive to Negotiate Prices 
 
Numerous vendors have decided not to submit a proposal for an FSS contract, or not include 
high-dollar sales items in contracts.  These vendors have stated that there is no incentive to 
negotiate a contract when they can sell open market to the medical centers at any price.  VA 
procurement and payment records confirm that contractors have been able to sell large dollar 
volumes of their products open market to VA facilities.   
 
For example, a pre-award review of a proposal for a vendor that sells orthopedic implants 
showed that the vendor’s offer of a 10-percent discount off list price was significantly less than 
discounts given to their most favored customers, which ranged from 25.48 percent to 41.75 
percent in four categories of products.  The pre-award review further identified an anticipated 
cost savings of approximately $3.1 million over the life of the contract if the FSS prices were 
comparable to the vendor’s MFC prices.1  When the NAC contracting officer attempted to 
negotiate MFC pricing, the contractor withdrew its offer and stated that it could sell open-market 
without a decrease in sales.  VA procurement records confirm the vendor’s prediction.  
Combined purchase card and VA medical center payment records show that VA medical centers 
purchased approximately $6.9 million via open-market purchases from this vendor in Calendar 
Year (CY) 2000.2  We identified sales to 101 VA medical centers.  Sixteen medical centers 
                                              
1 If awarded, the expected annual sales were approximately $6 million. 
2 Purchase card records show purchases totaling $5.2 million and Financial Management System payment records 
show $1.7 million in payments directly to the vendor. 
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purchased more than $130,000 with 8 of the 16 showing purchases that exceeded $250,000.  The 
$6.9 million in sales represents VA purchases only; it does not include sales to other Government 
entities that traditionally purchase off the FSS.  
 
In another matter, a large manufacturer of medical/surgical supplies, whose product line includes 
cardiac stents, was awarded two FSS contracts in FY 1991.  When one of the contracts expired in 
December 1999, the vendor chose not to submit a proposal for a new contract.  The second 
contract was extended through September 2000, but only contained 16 small dollar accessory 
items.  VA’s Procurement History File (PHF) showed that this vendor’s FSS sales for FY 1999 
totaled $7.6 million compared to $22.7 million in open-market sales.  VA payment records for 
CY 2000 show approximately $42 million in purchases by 114 VA medical centers of which 
only $306,000 was identified as FSS. 
 
Purchase card and direct payment records for purchases from this company identified 13 medical 
centers whose purchases exceeded $1 million each, with 2 of the 13 medical centers having 
purchased over $2 million each.  Combined, the 13 medical centers purchased $18,084,921, 
which represents 43 percent of the vendor’s total sales for CY 2000.  PHF data for the 4th 
quarter of CY 2000 showed $4.7 million in reported sales to this vendor of which $1.33 million 
(28 percent) was purchased by 6 medical centers.  According to the PHF, the 6 facilities 
purchased $1 million in open-market purchases compared to $334,000 in contract sales.3  One 
medical center reported $143,000 in FSS sales.  We compared the FSS product list with the 
products the medical center identified as FSS sales and found that none of the items listed as FSS 
sales was on contract.4  

  
Our Combined Assessment Program (CAP) reviews at 2 New York VA medical centers, 
identified 70 separate purchases of cardiac stents for more than $850,000 in a 15-month period.  
All of the purchases were open market and the medical centers paid list price.  The items were 
not on FSS or other national contracts, the medical centers did not issue a solicitation to obtain 
competitive pricing, and there was no evidence of price negotiation.  Similar non-competitive 
purchases of cardiac stents were identified during a CAP review at a VAMC in New Jersey, and 
in our review of purchase card transactions and the PHF.  Discussions with the NAC revealed 
that none of the manufacturers of cardiac stents included these items on their FSS contracts and 
at least one contractor removed stents from its FSS contract.  One manufacturer of cardiac stents 
that does not have an FSS or other VA contract sold approximately $25 million of its product to 
VA medical centers in CY 2000.5 Another manufacturer sold $24.4 million to VA medical 
centers in CY 2000 of which only $247,000 were FSS sales.6 7 

                                              
3 One of the medical centers had awarded two competitive contracts to this vendor.  One contract was for 
cardiopulmonary bypass supply packs and the other for pacemakers. 
4 We have questioned the completeness and accuracy of the information in the PHF.  The information contained in 
the files is provided by the individual medical centers.  It is not clear that all purchases, particularly purchase card 
transactions are included.  In addition, we have found items that were identified as being on contract when, in fact, 
they were not.  However, the inaccuracies in the system tend to understate, not overstate, the number of transactions 
and the volume of sales purchased using an FSS or other contract. 
5 VA payment files show approximately $20 million in purchase card transactions and an additional $5 million in 
direct payments. 
6 Payment records show approximately $15 million in purchase card transactions and an additional $9.1 million in 
direct payments. 
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CAP reviews have consistently identified purchases of items such as pharmaceuticals and 
prosthetics that are not on contract and for which there was no competition or other evidence of 
price negotiation.  One New York VA medical center purchased significant amounts of 
prosthetics open market from a single non-FSS vendor.  There was no competition and no 
justification for sole source selection.  We determined that comparable items were on FSS at 
prices that ranged from 20-40 percent less than the medical center paid for the items.  Since our 
report was issued, many manufacturers have submitted an FSS proposal, or indicated a desire to 
do so, in anticipation that FSS would become a mandatory procurement source. 

 
Purchasing Prohibited Contract Items on the Open-Market Undermines the Integrity of 
the Program 
 
Our reviews have shown that vendors were able to sell to the Government products in significant 
volumes that were not manufactured in the United States or a designated country, as defined by 
the Buy America Act, 41 U.S.C. §10a-10d, or Trade Agreements Act, 19 U.S.C. § 2401 et. seq., 
and their implementing regulations.  These vendors would not be able to sell these items on FSS 
or other Government contracts with values over the statutory or regulatory thresholds because 
they would be required to certify the place of manufacture and that the products included on the 
contract complied with both Acts.8 9  One of the advantages vendors have when selling open 
market is there are no contract terms and conditions, including Buy America Act or Trade 
Agreements Act clauses.  Therefore, the vendor can sell and VA does buy without restriction 
items that would otherwise be prohibited.  The implementation of Government policy and 
Government contracting in general is seriously undermined if vendors can sell otherwise 
prohibited products in vast quantities to VA and other Government entities on the open market.  
This has also had a detrimental effect on small businesses because they are not price competitive 
with vendors that sell products manufactured in non-designated countries. 
 
The OIG first became involved in Buy America and Trade Agreement Act issues in the mid-
1990s, when we received complaints from FSS vendors that competitors had items on FSS 
contracts that were manufactured in non-designated countries.  The basis for the complaints was 
that this gave competitors an unfair market advantage because they could sell products at 
significantly lower cost (items manufactured in non-designated countries cost less because of 
reduced manufacturing costs).  The products involved included medical/surgical supplies (in 
particular latex gloves), hand-held surgical instruments, and uniforms.  In response, the OIG 
conducted several investigations that resulted in over $8 million dollars in civil penalties being 
imposed on the violators.  In one case, the contractor was convicted on a criminal fraud charge 

                                                                                                                                                  
7 This company entered into an FSS contract in October 2000 but cardiac stents are not on the contract.    
8 With the implementation of NAFTA, the Buy America Act is of less significance than the Trade Agreements Act.  
The Trade Agreements Act waives the application of the Buy America Act to the end products and construction 
materials of designated countries.  5 C.F.R. §25.403.   
9 The micro-purchase threshold of $2,500 is the statutory threshold for the Buy America Act.  The threshold for the 
Trade Agreements Act is set by regulation and is subject to revision by the U.S. Trade Representative approximately 
every two years.  The 2000 version of the Federal Acquisition Regulation stated that the Trade Agreements Act 
applied to acquisitions of supplies or services if the estimated value of the acquisition is $177,000.  48 C.F.R. 
§25.403. 
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for actually altering the markings on surgical instruments to make it appear that the items were 
manufactured in a designated country when, in fact, they were not. 
 
In another case, we received allegations that a large vendor sold items, including hand-held 
instruments, on FSS that were manufactured in non-designated countries but were marked 
indicating that they were manufactured in a designated country.  The FSS contract included 
items that the vendor manufactured as well as items the vendor purchased from other 
manufacturers and resold.  We were unable to substantiate or disprove the allegations because 
we were unable to obtain the actual manufacturing records.  As a distributor for these items, the 
vendor’s records were limited to purchase orders and invoices reflecting the purchase of the 
items from the manufacturer.  Unfortunately, we did not have authority to subpoena records from 
the foreign manufacturer. 
 
Despite the expectation that these actions would let contractors know that VA would hold them 
accountable for Trade Agreement Act violations, there was an unanticipated negative 
consequence.  Although these and other contractors pulled items manufactured in non-designated 
countries off contract, procurement records confirm that the vendors continued to sell these 
products in significant quantities to VA facilities on an open-market basis.  We are unable to take 
any action against these contractors because there are no contracts and the individual sales 
transactions are usually below the dollar threshold for either Act to apply.  Even for sales over 
the threshold, we could not hold the vendors accountable unless they had a contract with VA 
containing Buy America Act and Trade Agreements Act clauses.  As discussed below, contracts 
with prime vendors or distributors also provide a mechanism for manufacturers to sell prohibited 
items to the Government. 
 
One of the items that we received the most complaints about was examining gloves.  A review of 
the PHF disclosed that VA customers purchased the preponderance of examining gloves on an 
open-market basis.  We selected one large medical/surgical supplier for review because of the 
volume of the gloves sold open market.  This company previously had paid over $6 million to 
settle a civil fraud case involving Trade Agreements Act violations.  In discussions with the 
company, we were advised that it did not include top-selling examining gloves on the company’s 
FSS contract because the items were manufactured in non-designated countries and could not be 
offered on contract.  Using the PHF data, we identified 19 different examining gloves that the 
company sold to VA customers as open-market items.  For the period of July 1998 through June 
1999, this company had $14,089,923 in open-market sales of which the examining gloves totaled 
$1,572,614 or 11 percent of the open-market sales.  The open-market sales of the gloves 
represented about 8 percent of the company’s total reported Government sales of $18,754,505.10  
Gloves are but one of many items manufactured in non-designated countries that this company 
sells open market to VA facilities.  By using open-market transactions, the company and VA 
customers have avoided prohibitions and defeated public policy against purchasing items from 
non-designated countries.  
 

                                              
10 The open market and total sales figures only include those sales recorded in the PHF.  Through various reviews, 
we have determined that sales information in the PHF is incomplete.  In particular, purchase card transactions are 
frequently not included.   
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We identified a second vendor of examining gloves whose reported Government sales for the 
period July 1998 through June 1999 totaled $45.6 million of which only $7 million (15.3 
percent) represented FSS sales.  Payment records for CY 2000 showed $33.1 million in sales to 
VA facilities of which $6.4 million (19 percent) were reported as FSS sales.  This vendor’s FSS 
contracts did not contain the vendor’s entire product line.  A vendor representative informed us 
that the vendor does not offer more items on the FSS because (i) items are foreign-source 
products that do not meet FSS requirements; (ii) it is a tedious process to ensure the data 
provided for an FSS offer is current and complete; and, (iii) tracking price changes for price 
reduction purposes is a significant administrative burden. 

 
A third vendor we reviewed sold hospital gowns and surgical apparel.  This company had an FSS 
contract from July 1992 to October 1997 when the contract was cancelled at the vendor’s 
request.  The vendor only offered about 10 percent of its product line on the contract.  Over the 
life of the contract, the vendor sold almost $13 million to Government customers of which only 
27 percent were FSS items.  Records show that after the company terminated its FSS contract, it 
continued to make significant sales to VA customers.  We identified four vendors who had 
comparable items on FSS and compared prices.  The prices for the vendor without the FSS 
contract were lower which generated more sales.  Upon request, the vendor provided information 
regarding the place of manufacture for 10 of the 11 items in our sample.  This information 
revealed that 7 of the 11 items were manufactured in non-designated countries and could not be 
included on an FSS contract; 2 items appeared to have been partially manufactured in designated 
countries, but we did not have sufficient information to determine whether they could have been 
included on FSS.  Only one of the items was manufactured in the United States.  The ability to 
sell products manufactured in non-designated countries so readily on an open-market basis to 
VA facilities, affects the integrity of the FSS system.11  Vendors are able to obtain a significant 
sales advantage by selling less expensive foreign made products to the detriment of vendors who 
comply with Government laws and regulations and market products made in the United States or 
designated countries.  

 
Vendors are Using Distributors to Avoid Contract Requirements  
 
Some medical/surgical manufacturers that contract directly with and ship directly to their 
commercial customers, have decided to sell their products to Government entities only through 
distributors that have FSS contracts.  In some cases these distributors do not stock and ship the 
items, they place orders with the manufacturer and the manufacturer ships directly to 
Government entities.  This practice allows manufacturers to sell their products in significant 
volumes to Government customers while shielding themselves from audits of pricing violations, 
and compliance with other FSS contract clauses, including MFC pricing, the price reduction 
clause, certifications that the products are made in the United States or a designated country, etc. 
 
In the VA pharmaceutical prime vendor program, VA’s agreement with the prime vendor or 
distributor is for distribution services only.  VA establishes product prices through separately 
negotiated contracts between VA and the manufacturers.  Commercial customers buy 
pharmaceuticals using the same process.  The manufacturers have separate agreements with the 
                                              
11 This vendor also sold open-market by placing pajama tops on contract but not the matching bottoms.  To buy a 
matching set, the Government had to buy open-market. 

 9



distributors that provide for charge backs to the distributor when it sells to the customer at the 
price agreed upon by the manufacturer and the customer. 
 
With distributors of medical/surgical products, we are finding that the distributor may establish 
the price and sell the products to some commercial customers.  However, the best prices to 
commercial customers are generally prices that were the result of separate negotiations and 
agreements between the commercial customer and the manufacturer; the distributors only 
provide distribution services and have no control over pricing.  These same medical/surgical 
distributors have, or are in the process of negotiating, FSS contracts that allow them to both 
establish prices and distribute the product to FSS customers.  This represents a significant 
deviation from commercial practice.  Because the data provided during contract negotiations 
may be limited to the discounts and concessions the distributor negotiates directly with its 
customers, VA is not in the position to demand the manufacturer’s MFC prices.  Based on our 
review of commercial contracts, we are not aware of any case where the distributor offered a 
Government price equal to or lower than that of the manufacturer’s MFC.  Distributors have 
advised us that they cannot sell at a better price unless there is agreement by the manufacturer.  
As a result, there is no meaningful price negotiation with a distributor. 

 
We are aware of at least two large manufacturers who have chosen to sell to the Government 
primarily through distributors who have or are trying to negotiate FSS contracts.  Both 
manufacturers were the subject of civil and/or administrative actions for defective pricing and 
price reduction violations.  In one case, our preliminary work on a pre-award review indicates 
that the Government is the distributor’s primary customer12 and the contract is valued at $70 
million.  This raises the question of whether the distributor is just a shell to allow the 
manufacturer to sell its products to the Government on contract and at higher prices than VA 
would request if the manufacturer negotiated its own FSS contract.  Although the provisions of 
Commercial Sales Practices Format would require a distributor without significant commercial 
sales to submit data from the manufacturer, any pre- or post-award reviews may be limited to the 
information contained in the distributor’s records.13  The manufacturer would not be required to 
open its books and records for a pre- or post-award inspection. 
   
In addition, reviews of VA facilities have disclosed that local contracts have been entered into 
between the facility and distributors to sell products not on FSS.  Absent agreements between the 
prime vendor and contractors with FSS or other national contracts, and contract provisions that 
limit the items purchased to those on an FSS or other national contracts, VA will be paying 
whatever price the distributor is able to obtain for the product plus the distribution fee.  This 
process also artificially inflates the percentage of contract versus non-contract sales for reporting 
under 38 U.S.C. § 8125(b)(3)(A).  Technically, all the items will be purchased through the prime 
vendor contract even though the Government has not negotiated the prices for each item. 
 
                                              
12 The distributor’s proposal contains items for two manufacturers.  For one manufacturer, the disclosures show $4.3 
million in Government sales versus $360,000 in commercial sales.  For the larger manufacturer, the one with the 
previous administrative action, the distributor’s disclosures show Government sales of $8.3 million compared to 
$181,000 in commercial sales. 
13 For FSS contracts with distributors who cannot show significant sales to commercial accounts compared to sales 
to Government entities, the Commercial Sales Practices Format (CSP-1) states that the distributor “should” provide 
the manufacturer’s information. 
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For example, during a contract review, we identified a medical center that wanted to purchase 
more than $5 million in medical equipment from a particular vendor.  To avoid having to issue a 
solicitation and compete the acquisition, the medical center decided to purchase the equipment 
through a small or disadvantaged, or 8(a), distributor.  We were unable to identify any service or 
value added by the distributor since the distributor’s primary function was to place the order with 
the manufacturer.  The product was shipped directly by the manufacturer to the medical center.  
The medical center ultimately paid more for the product because prices were not negotiated and 
the facility paid a distribution fee in addition to the cost of the items.  Purchasing items, 
particularly large dollar items, this way does not encourage vendors to seek FSS or other 
Government contracts.  In addition, using 8(a) sole source contracts with no value added simply 
to avoid competition is not consistent with the intent of the 8(a) program. 
 
We are aware that some parties have alleged that our recommendation regarding contracting with 
distributors would be detrimental to small businesses.  We believe that allegation misrepresents 
the effects of our proposal.  The greatest impact would be felt by the large manufacturers that use 
distributors to avoid giving the government MFC pricing and to avoid complying with other 
contract terms and conditions such as price reduction and the Buy America and Trade 
Agreements Act requirements. 
 
Nothing in our proposal would limit distributors, large or small, from having an FSS contract.  
Our proposal is only intended to ensure the government receives fair prices for the items it buys, 
and fair prices for value added services.  Only a few small businesses could be potentially 
affected by the proposal.  VA records show that in FY 2000, there were 1380 FSS contracts of 
which 912 (66 percent) were awarded to small businesses.  In FY 2001, there were 1186 FSS 
contracts of which 793 (67 percent) were awarded to small businesses.  According to NAC 
officials, only a few of these small business contractors were engaged in the distributor practices 
addressed by our recommendation to limit FSS contracts to distribution services.  These 
distributors could continue to have FSS or national contracts under our proposal if they meet 
requirements. 
 
OIG Observations on the Purchase Card Program 
 
Vulnerabilities associated with the use of purchase cards are related to the issues discussed 
above.  Government purchase cards were introduced into the Federal Government in the early 
1980's.  They are an internationally accepted credit card, available to all Federal agencies under a 
single General Services Administration contract.  In 1995, the Federal Acquisition Regulation 
designated the purchase card as the preferred method to pay for micro-purchases (purchases 
under $2,500). 
 
There are significant efficiencies and savings associated with use of the purchase card, but not 
without relatively high internal control risk and vulnerability to fraud and abuse.  In particular, 
improper use can circumvent separation-of-duties procedures designed to deny any one person 
the ability to make a purchase, pay for the purchase, and account for the receipt of the goods or 
services. 
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The Department of Veterans Affairs (VA) began using the purchase card in 1994.  The card is 
mandatory in VA for all micro-purchases and to the maximum extent possible, for all purchases 
up to the simplified acquisition threshold of $100,000 with appropriate contracting officer 
warrants.  VA-wide use of the purchase card has grown from 170 cards processing 2,400 
transactions valued at $567,000 in Fiscal Year (FY) 1994 to over 34,000 cards and 
approximately 2.5 million transactions valued in excess of $1.4 billion in FY 2001.  During FY 
2001, 287 VA facilities processed approximately 98 percent of all micro-purchases using the 
purchase card. 
 
During the period February 1999 through March 2002, the Office of Inspector General (OIG) 
issued 58 reports addressing VA purchase card activities and systemic deficiencies (deficiencies 
identified in 7 or more of the 58 reports) were identified at 39 facilities. 
 

• Deficiencies in account reconciliation and certification (27 reports). 
• Failure to Solicit Competition  (16 reports). 
• Split Procurements to Circumvent  (8 reports). 
• Inappropriate Purchase card use (13 reports). 
• Segregation of duties (8 reports). 
• Training and warrants (7 reports). 
• Accounting and auditing (9 reports). 

 
Account Reconciliation and Certification.  Internal control weaknesses were reported in 27 
reports.  Cardholders did not reconcile (match) payments to charges promptly and approving 
officials did not certify promptly. 
 
Failure to Solicit Competition.  Auditors reported on the need to comply with procurement 
regulations designed to enhance competitive solicitation in 16 reports.  Federal Acquisition 
Regulations require solicitation of quotes or offers from a reasonable number of sources or sole-
source justifications for any purchase of more than $2,500.  For example, acquisition personnel 
at one facility, including 2 purchase cardholders, placed 96 orders totaling approximately 
$357,000 for hip and knee implants and accompanying components, without soliciting 
competition.  If the purchasing agent had used a FSS vendor for the 96 orders, the medical center 
could have saved approximately $128,520.  At another facility, during the 15-month period 
ending March 29, 2001, cardholders placed 21 orders totaling $93,000 for prosthetic hip implants 
and accompanying components using a Government purchase card without soliciting 
competition.  An Acquisition & Materiel Management Service (A&MMS) purchasing agent 
purchased a prosthetic hip system implant and accompanying components on January 29, 2001, 
on the open market for $6,738.  The price for a comparable prosthetic hip system implant and 
accompanying components from a FSS vendor would have been $3,618.  As a result, VA paid 
approximately $3,120 (46 percent) more on the open market.  If the cardholder had used the FSS 
vendor for the 21 orders, the facility could have saved approximately $42,780. 
 
Split Procurements.  Auditors reported split procurements in eight reports.  FAR, 48 C.F.R. 
13.003(c) prohibits the division of an acquisition to "avoid any requirement that applies to 
purchases exceeding the micro-purchase threshold,” otherwise called a split procurement.  
Cardholders cannot make individual purchases exceeding $2,500 unless the Head of the 
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Contracting Activity has given the cardholder an appropriate warrant.  For example, at one 
facility a cardholder split one order to a vendor totaling $18,435, into 3 orders at $8,423, $1,156, 
and $8,856, respectively.  The cardholder held a $10,000 warrant for single purchases. 
 
Inappropriate Use of the Purchase Card.  We identified inappropriate use of purchase cards at 13 
facilities.  Purchase cards should only be used by government employees, an only for official 
government business.  Additionally, purchase cards may not be used for expenses associated 
with employee travel, telecommunication services, gasoline for GSA vehicles, and other 
proscribed items.  At one facility, the Purchase Card Coordinator issued cards to an employee of 
the affiliated non-profit research corporation, as well as University employees working at the 
research facility.  These cardholders made 1,764 purchases valued at approximately $605,000 
between October 1999 and February 2001.  At another facility, purchase cards were 
inappropriately used to purchase airline tickets, hotel rooms associated with employee travel, 
telecommunication services, and movie tickets. 
 
Segregation-of-Duties.  Facility Directors needed to ensure segregation-of-duties to reduce the 
risk of error or fraud.  VA policy prohibits a program coordinator from being a cardholder or an 
approving official to ensure duties are properly segregated.  VA policy also requires that 
different individuals hold the positions of program coordinator, billing office official, and dispute 
officer.  For example, we found that a Purchase Card Coordinator made 1,066 purchases totaling 
about $157,000 as a cardholder.  The Purchase Card Coordinator and alternate Purchase Card 
Coordinator certified 3,287 transactions, totaling about $840,000 during the same period.  At 
another facility, a cardholder was inappropriately designated as the approving official for two 
fund control points and the system identified nine approving officials who were no longer VA 
employees. 
 
Training and Warrants.  Cardholders and approving officials were not adequately trained at 
seven facilities and were not properly warranted at six facilities.  At one facility, 9 of 62 
cardholders (15 percent) made purchases in excess of $2,500, but were not trained or warranted.  
At another facility, employees made 72 purchase totaling $428,000 exceeding the $2,500 
transaction limit, without appropriate contracting warrants. 
 
Accounting and Auditing.  Weaknesses in accounting and auditing oversight were found at nine 
facilities.  For example, at one facility, the Program Coordinator did not audit cardholders' and 
approving officials' accounts and the Billing Office did not verify or sign off on random monthly 
quality reviews of credit card purchases.  At another facility, monthly audits of purchase card 
charges were not done for 5 months, during a time the medical center was processing over 
10,000 transactions totaling approximately $5.0 million. 
 
Purchase Card Fraud 
 
The following are two examples of credit card fraud recently investigated by the OIG. 
 
A VA employee served as the Surgical Service business manager at a VA medical center and 
procured items for the service with a government purchase card.  The employee fraudulently 
used the card to purchase laptop computers and peripherals valued at $177,600 at various retail 
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stores.  He then sold the computers to an accomplice who in turn sold the computers to various 
pawnshops.  The employee pleaded guilty to theft of government funds and sentencing is 
pending.  
 
Another VA employee used a government purchase card to fraudulently purchase over $200,000 
worth of computers, television sets, stereos, and other items.  She sold the equipment to friends 
or associates for cash, or in some cases, kept the equipment for herself.  To perpetrate the fraud 
she forged the signatures of her supervisors on the credit card bills and falsified receipts.  The 
former employee pleaded guilty to theft of government property. 
 
The OIG is currently preparing a roll-up report on these issues and conducting further evaluation 
of the use of purchase cards as part of a national assessment of local procurement practices. 
 
Evaluation of the Department Of Veterans Affairs Purchasing Practices, May 2001 
 
At the request of the Secretary of Veterans Affairs, we provided a report on purchase card use, 
local contracting, decentralization of purchasing authority, and effects on use of the FSS, 
including increased costs to the government for medical/surgical items.  We issued our report in 
May 2001, and included four recommendations for improvement. 
 
1. Require VA facilities to purchase items that are on national contracts, such as FSS, by 

making FSS and other national contracts mandatory sources of medical/surgical supplies and 
equipment and generic pharmaceuticals unless otherwise determined by the Department’s 
Procurement Executive. 

2. Specifically prohibit the award of local contracts for commercial items unless authorized by 
the Department’s Procurement Executive or designee. 

 
3. Implement a program to monitor local purchasing and hold local officials accountable for not 

complying with VAAR and FAR requirements. 
 
4. Implement a policy limiting contracts with distributors to distribution services only unless the 

distributor can show that it is responsible for negotiating and establishing prices for the 
majority of items it distributes to each manufacturer’s commercial customers. 

 
VA Procurement Reform Task Force 
 
In June 2001, the Secretary of Veterans Affairs chartered the VA Procurement Reform Task 
Force and charged the task force to “review all facets of VA’s acquisition system and to make 
specific recommendations to me that will optimize the system.”  The Task Force recently issued 
its report and made a number of recommendations to achieve five procurement goals: 
 
1. Leverage Purchasing Power of VA 
 
2. Standardize Commodities Within VA 
 
3. Obtain and Improve Comprehensive VA Procurement Information 
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4. Improve VA Procurement Organizational Effectiveness 
 
5. Ensure a Sufficient and Talented VA Acquisition Workforce 
 
Task Force recommendations associated with Goal 1 - Leverage Purchasing Power of VA, 
support the findings and conclusions in our May 2001, report and other reports, in particular: 
 
 Benefits of making FSS contracts mandatory sources for procurement of health care supplies. 

 
 The need to monitor compliance with contracting priorities. 

 
 The need to limit contracts with distributors to distribution services only to ensure the 

government receives fair prices for items it procures. 
 
 The need to monitor the use of purchase cards. 

 
H.R. 3645 - Veterans’ Health-Care Items Procurement Reform and Improvement 
Act Of 2002 
 
The OIG supports the intent and provisions of H.R. 3645.  The proposed legislation compliments 
the recommendations we made in our May 2001 report, the recommendations of the Task Force, 
and fills in gaps in the authority available to the Secretary to independently implement the 
recommendations administratively.  While the Secretary may have authority to administratively 
implement a policy mandating the use of FSS and national contracts, it is unclear whether he has 
authority to independently implement any of the remaining provisions of H.R. 3645 or the Task 
Force recommendations. 
 
As previously stated, audit rights are key tools to provide contracting officers accurate 
information with which to negotiate contracts, obtain the best possible prices for its customers, 
and monitor compliance with the terms and conditions during the term of the contract.  As 
previously stated, these tools have been used to recover over $161 million in overcharges and 
identify over $373 million in potential cost savings in manufacturers’ contract proposals.   
 
Price reduction clauses are also important authorities that compliment the audit tools to ensure 
VA and OGA customers receive any future price reductions to which they may be entitled.  We 
believe a statutory basis is needed to ensure these important tools and authorities are available to 
contracting officers and to make optimal use of the authorities.  OIG encourages enactment of 
the proposed legislation. 
 
OIG also supports the provisions of H.R. 3645 that limit contracts with distributors to 
distribution services only, unless the cited conditions are met.  The OIG strongly supports public 
policy to enhance and affirmatively promote opportunities for small business and nothing in our 
recommendation or in the proposed legislation is detrimental to that purpose.  However, we 
believe the requirement for 90 percent compliance may be too restrictive, and based on our 
reviews, we recommend that 75 percent compliance would be more appropriate.  We also believe 
that requiring approval by the Secretary, or if delegated, by the Under Secretary for Health and 
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the Senior Procurement Executive acting jointly, to approve deviation from mandated FSS and 
national contracts would be administratively too restrictive.  We suggest that the approval 
authority reside with the Procurement Executive, with delegation no more that two levels below 
the Procurement Executive.   
 
That concludes my testimony.  I would be pleased to respond to any questions the committee 
may have. 
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